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This matter involves a disputed prelimnary assessnent of
i ncone tax entered by the Revenue Departnent (Departnent) agai nst
Mul tionics, Inc. (Taxpayer) for the fiscal year ending 6/30/85. An
initial hearing was held on Decenber 9, 1986, with a subsequent
hearing on April 29, 1987. Assistant counsel Mark Giffin
represented the Departnent at both hearings. CPA Gant MDonal d
represented the Taxpayer at the April 29, 1987 hearing. Based on
t he evidence taken at both hearings, the follow ng findings of fact
and concl usions of |aw are hereby nade and entered.

FI NDI NGS OF FACT

The primary issue in this case is the general applicability of
the tax benefit rule in Al abana. Subsequent to the Decenber 9,
1986 hearing, an order was entered by the Adm nistrative Law
Di vision holding that the tax benefit rule should be recognized by
the Departnent. However, insufficient evidence was produced at the
hearing fromwhich it could be determ ned whether the rule should
be applied in the instant case.

The purpose of the April 29, 1987 hearing was to allow the
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Taxpayer an opportunity to establish that various deductions for
depreciation and insurance prem uns taken in prior years had not
resulted in a tax benefit in those years. |If no tax benefit had
been received, then under the tax benefit rule, certain incone
received (a premium refund and gain from the sale of the
depreci ated property) in the tax year in question relative to said
deductions woul d not constitute taxable inconme to the Taxpayer.

At the April 29, 1987 hearing, the Departnent did not dispute
t he Taxpayer's argunent that no tax benefit had been received from
the prior year deductions. However, the Departnment did contest the
determnation that the tax benefit rule was applicable to the
i nstant situation. That is, the Departnent recognizes the tax
benefit rule, but contends that it should be limted to tax refund
situations only.

CONCLUSI ONS OF LAW

The Departnent's argument that the tax benefit rule should
apply to tax refunds only is based on the fact that the only
Al abama appellate court decision involving the rule, State v.
Edel man, 114 So.2d 261 (1958), involved a tax refund. However, it
is clear froma review of the history of the rule on the federa
| evel, and fromthe | anguage of the Edel nman decision itself, that
the rule should not be restricted in application to only tax refund
si tuati ons.

Succinctly stated, the tax benefit rule provides that the



3

recei pt or recovery of an item previously deducted nust be included
as incone, although technically the anmount may not conme within the
strict definition of gross inconme (rule of inclusion). Conversely,
that portion of the recovery which did not result in prior year tax
benefit should be excluded fromgross incone (rule of exclusion).

The rule has a case | aw beginning, and, despite its partial
recogni tion through the enactnment of 26 U.S.C. 111 in 1942 rel ative
to bad debts, taxes and delinquent anmounts, remains extra-statutory
in nature and enconpasses many itens outside of the literal scope

of the statute. As stated in Honme Miutual |nsurance Conpany V.

CIl.R, 639 F.2d 333 (1980):

The tax benefit rule is a well established judge-made
rule that despite partial codification in §111 remains
substantially extra-statutory in nature and affects a
t axpayer's taxabl e incone beyond the literal neaning of
the Code itself.

In short, the inclusionary aspect of the rule, which is
based entirely on case |aw, "recognizes the 'recovery' in
the current year of taxable incone earned in an earlier
year but offset by the item deducted". Because such
recoveries are reportable due to the existence of
previ ous deductions, taxpayers have successfully argued
that the recoveries should be included in incone only to
the extent that the earlier deduction had in fact served
to reduce its taxable incone in the year in which the
deduction was taken. This exclusionary aspect of the tax
benefit rule was not conclusively accepted until 1942,
when Congress enacted the statutory predecessor to
current §111. Al though §111 expressly provides for such
exclusion only for the recover of previously deducted bad
debts, taxes, and delinquency anounts, it is well settled
that this aspect of the tax benefit extends beyond the
literal ternms of the statute. Thus, although the
exclusionary part of the tax benefit rule finds a
statutory anchor, the entire rule remains in essence an
extra-statutory judicial rule permtting retroactive




Edel man case clearly establishes that the tax benefit
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adjustnments so that sonme transactions substantially
altered in years subsequent to the original accounting
period may be taxed virtually as though the entire
transaction had occurred in one accounting period.
(enphasi s added)

Al abama has not statue conparable to §111. However,

recogni zing the inclusionary aspects of the rule.

that the tax benefit

In a strict sense inconme has been consi dered gain derived
either fromcapital or |abor, or fromboth conbined, or
fromthe sale or exchange of property.

The recovery of a debt previously charged off as
worthless, the refund or abatenment of a tax, the
recoupnent of a loss, the rebate or cancellation of an
expense, and simlar adjustnents affecting itens deducted
in prior years are not in this strict sense a part of
i ncone.

Nevert hel ess, such recoveries or cancellations are as a
general rule said to be subject to incone tax. See
Pl unb, The Tax Benefit Rul e Today, 57 Harvard Law Revi ew
129, 130.

t he

rule is valid

Al abansa. The Supreme Court began the Edelnman case by

The Court then addressed and rejected the State's argunent

basi s.

We have given careful consideration to the State's
i nsi stence that we should not apply the tax benefit rule
in the absence of |egislative action. CQur attention is
called to the fact that the Congress of the United States
enacted legislation in regard to the tax benefit rule in
1942.

Qur research discloses, however, that the adoption of
those statutes canme about as a result of the fact that
the Suprene Court of the United States had never passed
on the question and that other federal courts and
adm ni strative agencies were far fromconsistent in their

rul e should not be applied without a statutory



hol di ngs.
Finally, in deciding the case, the Suprenme Court recognized
t he exclusionary portion of the rule.

As we see it, the question before us is the extent to
whi ch tax refunds are taxable as income. The answer to
that question, in our opinion, is dependent upon whet her
or not a taxpayer has gotten a benefit fromthe refund.

Unl ess he has recei ved such benefit, there is no reason
noral or legal, why the refund should be considered as
i ncone.

Si nce Edel man received no tax benefit from the $20, 000
refund sought to be taxed, the trial court correctly
vacated the assessnent of the State Departnent of
Revenue. Qur holding here is not in conflict with our
holding in State v. Yellow Pine Lunber Co., supra. In
that case we were not called upon to consider the
guestion as to whether the tax benefit rule should apply.
(enphasi s added)

In sunmary, while Edel man involved a tax refund situation, the
reasoni ng of the case indicates that the Court accepted the federal
version of the rule in toto and did not intend tolimt it to only

tax refund situations. As indicated in Home Miutual |nsurance Co.

v. C I.R, quoted above, the rule was devel oped through federa
case law to cover a wide variety of situations, and the federa
courts have refused to limt the scope of the rule, even after the
enactment of §111. There is no authority for limting its scope in
Al abama to tax refund situations only, as the Departnment has
apparently sought to do through Reg. 810-3-14-.04. The
excl usionary aspect of the rule should be applied in all instances
where there is a recovery of a previously deducted item and the

prior deduction provided no tax benefit, as in the present case.
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The above considered, it is hereby determned that the tax
benefit rule is generally applicable in Alabama, and is
specifically applicable to the case at hand. Accordi ngly, the
prelimnary assessnent in issue is due to be reduced and nade fi nal
by the Departnment showi ng no tax due.

Done this 6th day of My, 1987.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



